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All taxes impose costs to the taxpayer and to society over and above the revenue collected. Some are 
the direct costs of complying with tax law. Others are indirect, stemming from the ways in which taxes 
distort economic behaviour. For example, taxes on profit may induce businesses to reduce their 
investment and employment – the foregone benefits of such reduced activity is an additional cost to 
society.  
 
We estimate the size of these costs.1 At the margin, we find that these social costs amount to 29% of 
corporation tax revenue. In other words, the total cost of paying £100 of corporation tax revenues is 
£129. The tax revenue is itself not a social cost: it represents a transfer from the taxpayer to the 
government - the taxpayer is worse off, but the revenue is used to finance publicly-provided goods 
and services. But the additional £29 is an estimate of a pure cost to society of complying with the tax, 
with no offsetting benefit.  
 
This research breaks new ground, as there has been no previous comparable research, for two reasons. 
The first is conceptual. Corporations can modify their behaviour in response to tax in a number of 
different ways. They can change the scale of production and hence the demand for labour, capital and 
other factors; they can adjust the choice of financial policy and locate both real activities and profits 
elsewhere. It would be extremely difficult to try to estimate all of these responses, and to aggregate 
them into a single measure of the social cost. However, we build on recent advances in research on 
personal tax literature by estimating the elasticity of taxable profit - the extent to which companies 
change their taxable profits in response to changes in the statutory tax rate. This single measure 
should incorporate all margins of response to changes in the tax rate and so makes possible the 
estimation of social costs.  
 
The second reason relates to the availability of data. In order to identify the response of taxable profit 
to changes in the tax rate, we need precise information on an individual company’s taxable profit and 
the corresponding marginal tax rate it faces. Fortunately, such data from corporation tax returns have 
been recently made available on a confidential basis for academic research by HMRC. The research has 
used data on around 1 million companies for an eight-year period between 2001-02 and 2008-09.  
 
During this period, there was considerable variation in marginal tax rates. In particular, there were 
significant increases in the tax rate at levels of taxable profit of £10,000 and £300,000. Between 
2002/3 and 2005/6 companies paid no tax on profits up to £10,000, but faced a tax rate of 23.75 
percent on profits above £10,000.  Similarly, at £300,000 the tax rate jumped from 19 to 32.75 percent.  
There were also frequent reforms to the tax rate schedule over the period.  
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To estimate the size of social costs of corporation tax, the research used two steps. First, we used 
these kinks in the tax schedule at £10,000 and £300,000 to estimate the impact of the higher tax rate 
above the kink on reported taxable profit. For companies with taxable profit above £10,000, for 
example, the relatively high marginal tax rate they faced was likely to induce them to reduce their 
taxable profit. But this incentive to reduce taxable profit was not present below £10,000. That means 
that we might expect to observe a relatively large number of companies with profit close to £10,000. 
By analysing how many companies cluster at £10,000, we can infer how far companies tend to reduce 
their profit in response to the tax – and that allows us to estimate the elasticity of taxable profit. 
 
We estimate the elasticity separately for companies at the £10,000 kink and the £300,000 kink. At 
£300,000, the estimated elasticity is around 0.14, suggesting that for a ten percentage point increase 
in the marginal tax rate, the size of corporate taxable profit would fall by 1.4 percentage points. At 
£10,000, companies seem to be more responsive to the tax as indicated by a higher estimated 
elasticity of around 0.5-0.6. 
 
However, for small businesses, especially for those with profit around the £10,000 tax kink, the owner 
of the business may have a choice as to whether to declare income as corporate profit or as salary. If 
so, the higher elasticity at £10,000 may indicate that a higher corporation tax primarily induces owners 
to take their income in the form of salary. We find evidence that the form of remuneration in small 
companies is indeed responsive to the tax rate differential. We decompose the effects of corporation 
tax into an effect on total income and an effect on the share of income declared as corporate profit. 
Taking this into account, our estimate of the estimated elasticity of total taxable income with respect 
to the statutory tax rate at the £10,000 kink falls to around 0.2-03.  
 
In the second step of the research, we used these measures of the elasticity of corporate profit to 
estimate the size of the social costs generated by corporation tax. A higher elasticity would imply that 
companies respond more to a higher tax rate, and hence the social costs would be higher. Our 
estimate of the social costs is as high as 29% of the corporation tax revenue collected.  
 
The published article, titled “The Elasticity of Corporate Taxable Income: New Evidence from the UK 
Tax Records”, is available at https://www.aeaweb.org/articles.php?doi=10.1257/pol.6.2.19 
 
 
